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Some Reflections on Cost Accounting
By J. Paul Suter
Somewhere back in the dim ages, a man with a quill pen sat
in front of a sheet of foolscap and reckoned the cost of the thing
that he had made. Or was it a man with a stylus, before a tablet
of wax? Or one with a reed in his hand and a papyrus leaf,
picked on the banks of the Nile? Or perhaps a hairy, skin-clad
man with a flint chisel, cutting pictures into a stone?
Whoever he was, or whenever he was, he has his memorial in
every factory where things that are made are reckoned in figures.
He started something. He was the first cost accountant. Peace
to his ashes.
Since his time, we have traveled a long way. We know more
about most matters than he did. We have systems of figuring
that are far in advance of anything ever done with a flint chisel
or a reed or a papyrus leaf. Yet in cost accounting some of us
have just his point of view. Though he would not have expressed
it so, he thought that costs existed solely in order to determine
selling prices; and some of us think that, too!
The old monk whom we credit with the invention of double
entry bookkeeping probably knew better. He was aware that
costs are valuable in arriving at selling prices; but he knew, too—
he must have known—that costs are necessary to price inventories,
so that men may learn whether they have done business at a
profit or at a loss.
His knowledge ended there. We have the advantage of him—
some of us have. We agree with the first proposition and the
second; and to them we add a third: that a real cost system should
be an instrument of precision in the hands of the manufacturer
to show him where his costs are high, and why. When we have
learned that, our feet are set firmly on the highway which the
man with the flint chisel trod; but our faces are turned away
from him—we are going forward.
“A science teaches us to know; an art, to do.” Since the
days of the primitive cost man, cost accounting has become both
a science and an art. It has its principles, as undeviating as the
laws of Nebuchadnezzar, and as susceptible of diverse interpreta95
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tions in the minds of various authorities. In some industries—
for example, steel and the textiles—it is as highly developed and
responsive as a piano. In other, newer industries, the golden
age of cost accounting lies before. Yet, regardless of the type
of industry, without respect to diversity of product, in spite of
various theories among accountants, certain principles are true of
cost accounting as a whole. It is successful in so far as it ob
serves these principles. When they are disregarded, to that extent
it fails.
Up to this point most cost accountants are in hearty accord.
They agree that there are “certain principles.” They are strongly
of the opinion, also, that their observance is important and their
neglect disastrous. Requested to name the principles, however,
they exhibit a startling variety of beliefs; and to support those
beliefs, they refer to a number of “authorities.” Unfortunately,
there is no single authority whom they all revere, and the authori
ties they individually acknowledge disagree with one another. It
is a sad state of affairs. In view of it, all that can be attempted
in this article is to state some principles, very diffidently, with
the reasons why they are believed to be true. If nothing else
comes of them, they at least may start an argument.
1. The first article in our creed, then, is that the cost system
should be part of the general books of the company. That is to
say, it should not be merely a statistical system nor a system of
estimating, but it should balance to the cent with the books. The
very starting point in costs should be the thought that so much
money has been spent for material, so much for labor, so much
for overhead, and that this must be accounted for. In the last
analysis, all cost expenditures are inventory items. The cost
system is a way of following through these expenditures from
raw to process materials, thence to finished goods and out into the
cost of goods sold. If the system is not part of the books, the
engine is on one track and the cars are on another.
At this point, the man with the quill pen registers his first
objection. He rises to remark that the cost system can’t balance
with the books, because often it is necessary—in machine shops,
for example—to know the cost of each job as soon as possible
after it is finished. To that end, he explains, the direct labor is
applied to the material, and a percentage is added for overhead,
96
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thus making up the total manufacturing cost. The overhead
tariff, being based upon past experience, cannot agree with the
books, except by an unlikely chance.
All this is true, even to the necessity for arriving at quick
costs of certain jobs—true with this reservation: that any plan
for arriving at figures in advance of the facts is not a cost system,
but a system for estimating. In the instance cited above, the labor
and the material costs may be actual, but the overhead is no more
than an estimate. The correct overhead chargeable to a particu
lar job cannot be determined until the expenses for the month
or other cost period are obtained and apportioned over the vari
ous jobs.
Probably before the price for the job in question is quoted to
the customer, an estimate is made which embraces approximations
for all three elements of cost: material, labor and overhead.
Upon the completion of the job, it is possible to obtain material
and labor costs exactly; but the overhead still is an approximation
—and it will have to remain so until the monthly distribution of
operating expenses discloses what proportion of the latter applies
to the job. Concerns which have no manufacturing cost system
never make this distribution at all. Yet is it not essential to
proper control of a business? It not only provides a complete
check of all estimates made for the cost period, but it enables the
accountant to determine precisely what profit was realized on the
work performed.
There is another reason why the cost system should balance
with the books. Costs are used to price inventories. We are told
by the authorities (this is one point on which they do agree)
that inventories should be carried at “cost or market, whichever
is lower.” Presumably in most going concerns cost is the lower
of these two standards. But cost is—what things cost. And they
cost what is paid for them. Usually, we pay money. We carry
our records of such payments on the books. How can we prove
that our detailed cost figures agree with our cost payments, if the
system does not balance with the books ? The accountant whose
costs do not “tie up” to the cent with his ledger is in danger.
There is no real difference of quality between him and the paying
teller who fails to balance his cash. He is in the “quill pen”
stage; and in these days of typewriter, adding-machine and aero
plane, the field for quill pens is narrowing rapidly.
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2. The second point follows logically upon the first. It is
not enough that the system should be part of the books, and that
it should find its way, at length, into the general trial balance. If
the costs are built up step by step, as they should be, an error in
the final balance might well have its inception at the very begin
ning of the computations, which would necessitate the redoing of
much work. A practical system must obviate this possibility, or,
at any rate, reduce it to the minimum, by providing all practicable
checks and test balances along the line before the final costs are
obtained.
Too much emphasis cannot be laid upon the importance of
this feature. Not many years ago, a budding clerk in the office
of a large steel concern provided an illustration of the point which
still lives in that particular accounting department. In this office
were kept the manufacturing ledgers for a dozen mills, producing
everything from pig iron to the finest kinds of wire. The pig iron
made in the two or three blast furnaces was shipped to the steel
mills, there to be changed into blooms and billets, and these
products, in their turn, went to other mills for transformation into
rods and finally into wire. Since all these inter-mill shipments
were made at cost, it is clear that any error in the blast furnace
figures would have far-reaching effects.
The error which the young clerk committed was very simple.
He merely charged the coal for number one blast furnace to
number two furnace, and vice versa. Thus transposed, the pig
iron costs went on their way, through blooms, billets and rods
to wire. Finally, just as the fine wire figures were being com
pleted, the error at the blast furnaces came to light. Its correction
occupied twenty angry bookkeepers for a day.
No argument was necessary in that office in favor of the
proofs along the line adopted shortly after this incident.
The fool-proof system has yet to be invented. The nearest
approach to it is the system in which any serious error is caught
automatically, before it has caused grave delay.
3. The third article in our creed is a truism, and yet it must
be said—a good cost system must admit of accurate distribution
over the various manufacturing departments. Correctness in
total is not enough. If the business is divided into departments—
and nowadays few are not—the total amount of money appor
tioned to the costs of each department must be substantially
98
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correct. Direct costs should be applied directly. Indirect ex
pense should be distributed upon the best obtainable factor; and
that factor must take into consideration the fact that various
expenses differ in kind. Steam is one thing; electric power quite
another; and the salary of the general manager should not be
distributed upon the same basis as either of them.
The nature of these factors, of course, is a favorite battle
ground of the authorities, yet sufficient agreement can be obtained
for all practical purposes, and there is no excuse for slipshod
thinking or careless conclusions upon this vital point.
4. Even accuracy by departments is not enough. As a rule,
we do not sell departments—unless we are going out of business.
We sell specific products. Our cost system must be so arranged
that we can determine in detail our costs on those products.
In the current issue of almost any popular business magazine
can be found at least one absorbing short story of the manufac
turer who thought he was making money because one or two
products were carrying the load, while all the others were losers.
There are just three things to do with a persistently losing
product: raise the selling price, lower the cost or stop making the
goods—and an intelligent decision with regard to at least the latter
two of these courses must be based upon accurate knowledge of
costs.
An instance is recalled of a certain manufacturer whose cost
system, once he had it running smoothly, demonstrated to his
consternation that the only months in which he had made money
on one of his most widely sold products were those in which his
returned goods exceeded his sales; for when the articles came
back, they were put into stock at their inventory value, which (as
his costs proved) really was greater than the selling price. For
some time, he had suspected this inaccuracy in his estimated costs,
but had consoled himself with the theory that the large volume
of the product in question so cut down his overhead on other
lines that it indirectly resulted in a profit. The fallacy of that
reasoning was very promptly revealed by his cost system.
“Where is the fallacy?” inquires our brother with the quill
pen. “Large production does cut down the overhead per unit,
thus decreasing costs and, all else being equal, increasing profits.
Up to this point, is not the manufacturer’s reasoning sound?”
99
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To this point, yes; but only to this point. If the total decrease
in his other costs because of the greater volume obtained through
the manufacture of this one losing product be more than the loss
on that product, then, of course, he has done well, and nothing
is wrong with his argument. He is in the position of the steel
producer who dumps his surplus product on the export market at
a price little above the actual direct cost of labor and material
and below his quotations to the domestic trade. The steel mag
nate is safe as long as he has made sure of his profit on the
domestic sales. Then, whatever he can get above the direct outof-pocket cost for the export goods is clear gain.
To do this sort of thing, however, requires a precise know
ledge of one’s actual costs, which is just what the man with the
quill pen does not possess. Without such knowledge, the loss on
the favored lines is far too likely to exceed any possible gain
from quantity production.
It is not sufficient to be sure that a certain department is
making money. The surety should extend to every article pro
duced in the department. That condition can be effected only
by the right kind of cost system. Lacking such a system, with
some articles making a profit and others losing, the day is bound
to come when the sale of the profitable products will fall off, and
suddenly, inexplicably, the department will begin to run behind.
And even if that day never does come, why should a man who is
not doing business solely from motives of philanthropy persist
in selling below cost?
5. A satisfactory cost system should permit of analysis.
Theologians maintain that a man must be able to give reasons
for the faith that is in him. The same is true of costs.
Every live selling organization is continually attacking the
manufacturing end of the business because the costs of certain
products are too high. The manufacturing head is likely to have
a stock alibi. The costs really are reasonable, he will argue, but
the accounting department’s figures are wrong. Too large a fac
tory overhead has been added, or perhaps the labor is incorrect.
Mere assertions by the accountant that his figures portray
a true condition seldom carry conviction. He must be able to
prove that he is right.
Without the proper cost system he cannot do this. He can
at best only point out certain indications or approximations,
100

Some Reflections on Cost Accounting

whereas he should be able to trace the way back from the cost
figures as laid before the executive to the very time-cards on
which the labor charges originated, the requisitions ordering the
material which found its way into the finished product and the
component parts of the factory overhead.
The scientific cost system is a creation of logic, and, as logic
is built up by steps, he who knows the system should be able
to trace the steps.
6. It is evident that the costs should be accurate. What is
not so evident is that they should possess the degree of accuracy
most advantageous and logical for the particular business. The
builder of lighthouses very naturally wishes to know the precise
cost of every lighthouse he erects; but it would be absurd for
the rubber manufacturer to keep separate figures on each auto
mobile tire or piece of airbrake hose.
Under certain conditions, absolute accuracy per unit is neither
practicable nor desirable. What is needed may be the average cost
per unit of all product of a kind produced within a given period.
In another industry, perhaps nothing but an absolute cost will
fulfill the requirements. The accountant must define the term
accuracy in the light of the specific conditions confronting him.
It means one thing in the machine shop and quite another in the
fine wire department.
Let not the “man with the quill pen” seize upon this to charge
us with inconsistency. Somewhere in every cost system and in
every accounting plan, however vast, there must be a limit to
accuracy. It may manifest itself in the decision to carry prices
per unit to three decimal places, rather than to four or five; it
may be apparent in the rule of a great bank, that discrepancies in
cash of ten cents or less, which are not found after a certain
amount of checking, be charged to over and short account; but
a limit there must be. The wise accountant is he who draws the
line fine enough for reasonable and serviceable accuracy, yet not
so fine as to exceed the dictates of common sense.
7. This last caution naturally leads to another. Though
the cost man is, on the one hand, sometimes inclined to be too
vague in his findings, and to generalize too much; on the other
hand, he often is tempted to “wasteful and ridiculous excess” in
the matter of detail.
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Every figure put upon paper by a clerk represents a certain
expenditure of money to obtain the information and make it
available. If that expenditure be worth more to the company than
the figure as finally presented, then, to that extent, the accounting
department is operating at a loss.
Accountants as a class have a bad reputation for just this
sort of error. Sometimes the bad name is justified. Most busi
ness men of experience have come into touch with cost systems
which so burdened the accounting department with detail and
were so complicated and involved even in their final results
that the whole organization, including the executive, was too
deeply buried beneath a mass of figures ever to rise above them
and grasp their true significance. Occasionally, such a system
goes beyond the office in its pernicious effect, and, through its
requirements of elaborate reports from the manufacturing de
partments, actually retards production.
Moderation in all things is a good rule for the cost man. In a
highly organized industry, the accounting system of necessity
must be rather complicated—often more so than seems reason
able to the manufacturing executives—but it should not be one
whit more involved than is required to afford the best results
for the industry.
8. The best cost system in the world can have the heart taken
out Of it by one apparently insignificant defect—delay in issuing
the figures to the executives who need them in carrying on the
business. Cost data should be news—not ancient history. Of
course, even late figures, if correct, are useful in determining
the showing of a company over a period; but to be vital and
dynamic—and that is what they should be—the cost results must
be published as soon as possible after the close of the period
which they cover.
In an industry where the product is varied and complicated,
manufacturing errors are likely to occur. Very often, the errors
can be detected easily when the cost exhibits for one month are
compared in detail with those covering the previous period. The
comparison, however, must be prompt enough to minimize the
repetition of the same mistakes in the month that follows. For
this the system should provide for an arrangement that makes for
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speed in the elements needed for the comparison; and the cost
executive, on his part, should prove his ability as a manager by
“getting the figures across” in time.
Nor should it be necessary to wait until the end of a month
for all the cost news. It is true that overhead distributions and
total manufacturing costs cannot be obtained until the data for
the period which they cover are complete; but certain facts in
every business, gathered primarily, perhaps, for the benefit of the
cost department, may be charted as they occur and used by the
factory management for current control of the operations. Direct
labor, daily payrolls, comparison of piece and day work, bonus
statistics, machine hours may be among these. The cost man is
more than an accountant. He is the man at the periscope, the
keeper of the navigation chart. He holds in his hands the veri
table control of the company. Unfortunate, indeed, is that execu
tive whose costs are figured by a man with a quill pen.
9. Finally, the cost system, being presumably not a work of
fiction, must accord with facts. The general books with which
the system balances may record facts or they may not. There is
only one way to prove both the systems and the books: by actual,
physical inventories. These should be taken often enough for
safety, yet not so frequently as to interfere with the manufacturing
operations. Agreement with such inventories is at once the final
essential of a cost system and one of the proofs of its accuracy.
Such, it is submitted, are the essentials of the ideal cost
system. The manner of attainment will vary with the individual
industry. In an article of this length, the subject of how to
reach the results cannot even be approached. Certain it is, how
ever, that they are all perfectly practicable. Nothing has been
suggested that is not being done every day, in hundreds of wellestablished cost departments.
Now and then the accountant will be found who maintains
that his industry is different; that the foregoing standards, though
feasible in most factories, are impossible in his own—the peculiar
nature of his product forbids. Perhaps he is correct; but it is
well to examine the pen used by such a man, and to note what
it is that protrudes from his hip pocket. It may be a flint chisel.
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